ultimate shareholder control. Although shareholders do not wield day-to-day authority, they purportedly exercise ultimate decisionmaking authority through proxy contests, institutional investor activism, shareholder litigation, and the market for corporate control. Here is where the error lies.
Insofar as control is concerned, U.S. corporate law is far more accurately described as a system of director primacy than one of shareholder primacy. As Berle and Means famously demonstrated, U.S. public corporations are characterized by a separation of ownership and control. 6 The firm's nominal owners, the shareholders, exercise virtually no control over either day-to-day operations or long-term policy. 7 Instead, control is vested in the hands of professional managers, who typically own only a small portion of the firm's shares. 8 The separation of ownership and control is virtually carved into stone by U.S. corporate law. Under all corporation statutes, the vast majority of corporate decisions are assigned to the board of directors or their subordinates acting alone. 9 Shareholders essentially have no power to initiate corporate action and, indeed, are entitled to approve or disapprove only a very few board actions.'° The direct restrictions on shareholder power supplied by U.S. corporate law are supplemented by a host of other economic and legal forces that prevent U.S. investors from exercising significant influence over corporate decisionmaking. "
Indeed, if one wants to observe a shareholder primacy model in action, Slovenia would be a better example than the United States. (I use Slovenia herein for comparative purposes because it is a regime with which I have developed some familiarity.) To be sure, Slovenia's corporate law system formally contemplates extensive labor involvement through a system of codetermination modeled on German law." Reportedly, management capture is also a dominant feature of Slovenian firms. All the same, however, privatization of Slovenia's social-owned enterprises was effected by a mandatory allocation of shares to a combination of investment funds, employees, former employees, plus a public sale of shares. 3 As a result, Slovene corporate share ownership is now bifurcated between large-potentially influential-institutional shareholders and relatively powerless diffuse small holders. The basic building blocks of Slovene corporate governance thus differ rather dramatically from those of the United States. The groundwork for shareholder primacy has been laid.
The convergence literature's erroneous understanding of the U.S. model distorts both the positive and normative aspects of the convergence debate. On the positive side, if we use the extent of shareholder primacy as our metric, we will end up with a distorted estimate of the extent to which systems have converged.
14 On the normative side, corporate governance is a potentially important instrument by which to increase the economy's efficiency. 5 In recent years, elite U.S. corporate law scholars have played a significant role in "reforming" the corporate laws of transition economies. If the goal is to export the U.S. model, on the assumption of its superiority, we do those economies no good-and may do much harm-by exporting the wrong model. Does it matter? Is director primacy superior to shareholder primacy? Put another way, should a transitional economy, such as Slovenia, encourage or discourage corporate governance activism by institutional investors? This essay acknowledges that investor participation in corporate governance has economic benefits, but argues that on balance director primacy is preferable.
I. DIRECTOR PRIMACY IN THE UNITED STATES
Although they are often used interchangeably, the terms shareholder primacy and shareholder wealth maximization in fact express quite distinct concepts. The shareholder wealth maximization norm is a basic feature of U.S. corporate governance. In 1919, the Michigan Supreme Court gave the shareholder wealth maximization norm its classic statement: "A business corporation is organized and carried on primarily for the profit of the stockholders. The powers of the directors are to be employed for that end."' 7 Seven decades later, the influential Delaware court of chancery likewise opined: "It is the obligation for directors to attempt, within the law, to maximize the long-run interests of the corporation's 14. Whether global corporate governance systems are in fact converging toward the U.S. model is beyond the scope of this article. Suffice it to say that I am agnostic but skeptical. In my view, Montesquieu's observation that law cannot be expected to develop universal patterns remains highly pertinent even in today's global economy. RUSSELL KRM, THE ROOTS OF AMERICAN ORDER 352 (3d ed. 1991) (quoting Montesquieu: "For men's circumstances vary mightily one from another-affected by climate, by soil, by extent of country, by historic experience, by customs and habits, by strategic situation, by commerce and industry, by religion, by a multitude of other influences. Therefore every people develop their own particular laws, and rightly so").
15. I assume that efficient corporate governance can promote overall economic efficiency, while recognizing that the economic impact of corporate governance reform will often be swamped by other economic factors. For a more skeptical account, see Romano, supra note 3, at 2023 (arguing there is no empirical evidence "that corporate governance arrangements affect productivity").
16. See Shareholder primacy encompasses the shareholder wealth maximization norm, but adds to it control claims. Shareholder primacy thus contends not only that shareholders are the principals on whose behalf corporate governance is organized, but also that shareholders do (and should) exercise ultimate control of the corporate enterprise. Hence, for example, shareholder primacy assumes shareholder voting rights that are both exclusive and strong.'°I n fact, however, shareholder control rights are so weak that they scarcely qualify as part of corporate governance. Under the Delaware code, for example, shareholder voting rights are essentially limited to the election of directors and approval of charter or bylaw amendments, mergers, sales of substantially all of the corporation's assets, and voluntary dissolution.
2 As a formal matter, only the election of directors and amending the bylaws do not require board approval before shareholder action is possible.
2 In practice, of course, even the election of directors (absent a proxy contest) is predetermined by the existing board nominating the next year's board. 28 Despite the limitations of shareholder voting rights, some scholars argue the market for corporate control ensures a residual form of shareholder control, transforming "the limited de jure shareholder voice into a powerful de facto form of shareholder control." 29 To be sure, the market for corporate control depends on the existence of shareholder voting rights. Moreover, the market for corporate control doubtless is an important accountability mechanism. 3° Market-based accountability and control-by which I mean the right to exercise decisionmaking fiat-are distinct concepts, however. Directors are held accountable to shareholders through a variety of market forces, such as the capital and reputational markets, but one cannot fairly say that those markets confer control fights on the shareholders. How then can one say that the market for corporate control does so? The fight to fire is not the right to exercise fiat-it is only the right to discipline. In any event, takeover defenses-especially the combination of a poison pill and a classified board-go a long way towards restoring director primacy vis-A-vis the shareholders. 3 25. To the extent shareholders exercise any control over the corporation, they do so only through control of the board of directors. As such, it is the shareholders' ability to affect the election of directors that determines the degree of influence they will hold over the corporation. The proxy regulatory regime discourages large shareholders from seeking to replace incumbent directors with their own nominees. Other scholars have argued that institutional investor activism can give real teeth to shareholder control. 3 " Acknowledging that the rational apathy phenomenon precludes small individual shareholders from playing an active role in corporate governance, even if the various legal impediments to shareholder activism were removed, these scholars focused their attention on institutional investors, such as pension and mutual funds. Institutional investors, at least potentially, may behave quite differently than dispersed individual investors. Because they own large blocks and have an incentive to develop specialized expertise in making and monitoring investments, they could play a far more active role in corporate governance than dispersed shareholders. Institutional investors holding large blocks thus have more power to hold management accountable for actions that do not promote shareholder welfare. Their greater access to firm information, coupled with their concentrated voting power, might enable them to more actively monitor the firm's performance and make changes in the board's composition when performance lagged.
There is relatively little evidence that institutional investor activism has mattered, however. Due to a resurgence of direct individual investment in the stock market, motivated at least in part by the day trading phenomenon and the technology stock bubble, the trend towards institutional domination has stagnated. Although about fifty percent of equity securities are owned by institutions, large blocks held by a single investor are rare, and few U.S. corporations have any institutional shareholders who own more than five-to-ten percent of their stock. 33 Even the most active institutional investors spend only trifling amounts on corporate governance activism. Institutions devote little effort to monitoring management; to the contrary, they typically disclaim the ability or desire to decide company-specific policy questions. 34 They rarely conduct proxy solicitations or put forward shareholder proposals. 35 Not surprisingly, empirical studies of U.S. institutional investor activism have found "no strong evidence of a correlation between firm performance and percentage of shares owned by institutions. ' In sum, shareholders are almost wholly lacking in either direct or indirect mechanisms of control. Likewise, there is little evidence of effective shareholder demand for such control. Instead, control is vested in the board of directors. To be sure, former Delaware Chancellor William Allen once opined that "our corporation law confers power upon directors as the agents of the shareholders; it does not create Platonic masters., 3 7 In fact, however, under U.S. corporate law the board of directors is not a mere agent of the shareholders, but rather is a sui 38 generis body-indeed, a sort of Platonic guardian -serving as the nexus for the various contracts making up the corporation.
Under all state corporation codes, the key players in the statutory decision making structure are the corporation's directors. 39 As the Delaware code puts it, the corporation's business and affairs "shall be managed by or under the direction of a board of directors."' '4 The vast majority of corporate decisions accordingly are made by the board of directors alone (or by managers acting under delegated authority). 4 ' The statutory decision making model thus is one in which the board acts and shareholders, at most, react. Put simply, control is vested in the boardnot the shareholders. 42 To be sure, it is often said that, in the real world, boards are captured by senior management. According to this view, senior "managers dominate their boards by using their de facto power to select and compensate directors and by exploiting personal ties with them. 43 The board capture phenomenon seems less valid today, however, than it once was. During the 1980s and 1990s, several 37. Blasius Indust. v. Atlas Corp., 564 A.2d 651, 663 (Del. Ch. 1988). 38. See PLATO, THE REPUBLIC 289-90 (Benjamin Jowett trans., 1991). In which Socrates describes the education of philosopher-kings who rule "for the public good, not as though they were performing some heroic action, but simply as a matter of duty." Id.
39. All state corporate codes provide for a system of nearly absolute delegation of power to the board of directors, which in turn is authorized to further delegate power to subordinate firm agents. See MODEL BUS. CORP. ACT ANN. § 8.01 at 8-10 to 8-11 (1995) trends coalesced to encourage more active and effective board oversight. Much director compensation is now paid in stock, for example, which helps align director and shareholder interests. 44 Courts have made clear that effective board processes and oversight are essential if board decisions are to receive the deference traditionally accorded to them under the business judgment rule, especially insofar as structural decisions are concerned (such as those relating to management buy-outs). 45 Director conduct is constrained by an active market for corporate control, ever-rising rates of shareholder litigation, and some sayalbeit erroneously, activist shareholders. 46 As a result, modem boards of directors typically are smaller than their antecedents, meet more often, are more independent from management, own more stock, and have better access to information. These developments culminated in a series of high-profile board revolts against incumbent managers at such iconic American corporations as General Motors, Westinghouse, and American Express. 4 7 More recently, the firing of "Chainsaw Al" Dunlap by Sunbeam's board provides yet more anecdotal evidence of board activism.4 8 In any event, the institutional structure created by corporate law allows, but does not contemplate, a one-man rule. If it comes to overt conflict between the board and top management, the board's authority prevails as a matter of law, if not always in practice. Indeed, it is the necessity for retaining dismissal of senior management as a potential sanction that explains why the board is at the apex of the corporate hierarchy rather than functioning as an advisory committee off to the side of the corporate organizational chart. One can imagine a structure of corporate authority identical to current norms except that the board acts as a mere advisory body to a single autocratic CEO. On the face of it, such a structure seemingly would preserve most advantages of the current structure. Consequently, it 44 In most cases, of course, board oversight tends to be both less dramatic and more informal. Individual directors pass concerns onto the CEO, who in turn bounces ideas off board members. Rather than struggling to overcome the collective action problems that impede firing a CEO, an individual director tries to obtain better performance through a private reprimand. is the board's power to hire and fire senior management that explains their position at the apex of the corporate hierarchy. In turn, that position is why U.S. corporate law is better described as a system of director primacy than one of either shareholder or managerial primacy.
II. THE POTENTIAL FOR SHAREHOLDER PRIMACY IN SLOVENIA
Shortly after achieving independence from the former Yugoslav federation, Slovenia adopted a new corporation law-the Law on Commercial Companiesto replace the former Enterprise Law. 49 The new law was modeled mainly on the German Aktiengesetz statute, along with various other German and Austrian precedents, rather than on Anglo-American corporation law.° Unlike U.S. corporate law, Slovenian corporate law thus includes many features of German or Austrian corporations, especially a codetermination-based system of corporate governance including a two-tier governance system with employee participation on both the supervisory board and the management board. 5 '
As a matter of formal statutory law, Slovenian corporation law thus vests substantial power in labor representatives. At the plant level, work councils elect labor representatives to the corporation's supervisory and management boards, as well as have a voice in local plant issues." In companies with fewer than one thousand employees, at least one-third of the supervisory board's members must be employee representatives." In companies with more than one thousand employees, at least half of the members must be employee representatives 4 The statute also mandates a labor representative on the management board of all corporations with more than five hundred employees, who is charged with representing workers' interests with respect to personnel and social matters. 55 As 49. Bohinc & Bainbridge, supra note 12, at 49. The Enterprise law had been enacted during the last years of former Yugoslavia to reintroduce-after five decades of state and social ownership--a capitalist, free market, property rights-based corporate law. Id. Corporation-like firms under the former system were labormanaged or self-managed and, as such, were not comparable with U.S. a formal matter, Slovenian corporate law thus stands as a counterfactual to the pro-convergence position." As a practical matter, however, the potential for shareholder primacy-or, more precisely, ultimate shareholder control-lurks within the structure of Slovenian corporate governance. Although precise data on the degree of institutional ownership apparently is not available, there seems no doubt that privatization resulted in substantial institutional ownership of Slovene corporations. 57 All of the methods by which Slovenian firms were privatized required that forty percent of the newly formed corporation's shares be issued to three state-controlled investment funds. 8 One of those funds, the state development fund, subsequently exchanged a substantial amount of ownership certificates to investment companies that had been expressly formed to trade in privatized corporation shares. 5 9 Finally, institutional investors have been actively acquiring those shares originally issued to the public and employees. An empirical survey by the Research Center for Legal Comparative and Development Studies at the University of Ljubljana found a substantial decrease of the number of shareholders in each corporation, probably resulting from the selling of shares by small holdersi' According to one estimate, about eighty percent of Slovenian equities are now controlled by a relatively small number of institutionspension funds, banks, insurance and investment companies, and state-controlled funds. 6 In addition to the sheer size of their holdings, at least three other factors further enhance the power of Slovene institutional investors. First, it has become commonplace for large holders to enter into informal shareholder agreements pursuant to which they act in concert. 6 pursue an active role in corporate governance and decisionmaking . Indeed, these institutions are becoming quite aggressive, in the sense of intervening even in how management boards make day-to-day business decisions. They control the composition of the supervisory board and exercise de facto control over the selection of management board members, as well as bringing informal pressure to bear on the management board's conduct of the business.6
III. DOES IT MATTER? THE NORMATIVE APPEAL OF DIRECTOR PRIMACY
The separation of ownership and control characteristics of U.S. corporations has costs, as Berle and Means recognized more than six decades ago: "The separation of ownership from control produces a condition where the interests of owner and of ultimate manager may, and often do, diverge....", 6 7 Modern scholars refer to the consequences of these divergences as agency costs, which are conventionally defined as the sum of the monitoring and bonding costs, plus any residual loss, incurred to prevent shirking by agents. 8 In turn, shirking is conventionally defined to include any action by a member of a production team that diverges from the interests of the team as a whole. As such, shirking includes not only culpable cheating, but also negligence, oversight, incapacity, and even honest mistakes. 69 A sole proprietorship with no agents will internalize all costs of shirking because the proprietor's optimal tradeoff between labor and leisure is, by definition, the same as the firm's optimal tradeoff.° Agents of a firm will not internalize all of the costs of shirking, however, because the principal reaps part of the value of hard work by the agent, but the agent receives all of the value of shirking.] Alchian and Demsetz offered the useful example of two workers who jointly lift heavy boxes into a truck. The marginal productivity of each worker is very difficult to measure and their joint output cannot be easily separated into individual components. 73 member's productivity and appropriately rewarding each team member therefore are very difficult and costly. In the absence of such information, however, the disutility of labor gives each team member an incentive to shirk because the individual's reward is unlikely to be closely related to conscientiousness. 74 Although agents ex post have strong incentives to shirk, ex ante they have equally strong incentives to agree to a corporate contract containing terms designed to prevent shirking. 75 Bounded rationality, however, precludes firms and agents from entering into the complete contract necessary to prevent shirking by the latter." Instead, there must be some system of ex post governance: some mechanism for detecting and punishing shirking. Accordingly, an essential economic function of management is monitoring the various inputs into the team effort. Specifically, management meters the marginal productivity of each team member and then takes steps to reduce shirking. 77 The Alchian and Demsetz model, as they recognized, forces one to examine the question: who will monitor the monitors?" In any team organization, one must have some ultimate monitor who has sufficient incentives to ensure firm productivity without himself having to be monitored. Otherwise, one ends up with a never-ending series of monitors monitoring lower level monitors. 79 Alchian and Demsetz solved this dilemma by consolidating the roles of ultimate monitor and residual claimant. 8° If the constituent entitled to the firm's residual income is given final monitoring authority, he is encouraged to detect and punish shirking by the firm's other inputs because his reward will vary exactly with his success as a monitor.
Unfortunately, this elegant theory breaks down precisely where it would be most useful. Because of the separation of ownership and control, it simply does not describe the modem publicly-held U.S. corporation. As the corporation's residual claimants, the shareholders should act as the firm's ultimate monitors." But while U.S. law provides shareholders with some enforcement and electoral 82 rights, these are quite limited. In general, as we have seen, shareholders of public U.S. corporations have neither the legal right, the practical ability, nor the desire to exercise the kind of control necessary for meaningful monitoring of the corporation's agents. 83 As noted above, during the late 1980s and early 1990s, some scholars argued that the rising importance of institutional investors would change the analysis.8 Corporations with large blocks of stock held by institutional investors thus would come to resemble Alchian and Demsetz's firm, in which the residual claimants act as the ultimate monitor of the firm's agents. As a result, concentrated ownership in the hands of institutional investors would lead to a reduction in shirking and, hence, a reduction in agency costs. In turn, that should lead to a more efficient economy. Or so the story went. As we have seen, however, there is relatively little evidence that institutional activism has mattered other than at the margins."
Some former advocates of institutional investor activism have therefore retreated to the more modest claim that "it's hard to be against institutional investor activism."
6 Yet, even this last revisionist redoubt fails to adequately acknowledge that the purported benefits of institutional control, if any, may come at too high a cost. As even one of the most prominent proponents of institutional investor activism conceded, for example, there is good evidence that bank control of the securities markets has harmed the Japanese and German economies by impeding the development of new businesses. 87 Unfortunately, the same may prove true in our case study-i.e., Slovenia. Although a large number of new corporations have been formed in Slovenia post-privatization, they are economically insignificant both individually and collectively." 8 The substantial institutionalization of the Slovene markets thus may impede development of the sort of active venture capital market that drives the U.S. economy. Because we are concerned with the governance of large publicly held corporations, however, this essay focuses on a different concem-namely, the risk that institutional investors may abuse their control by self-dealing and other forms of over-reaching. In his important study of institutional ownership, Mark Roe contended that large block holders can improve firm performance by personifying the shareholder community. He argued that loyalty to real people may be a better motivator than loyalty to an abstract collection of small shareholders. 9° The trouble, of course, is that the interests of large and small investors often differ.
9
' If the board becomes more beholden to the interests of large shareholders, it may become less concerned with the welfare of smaller investors. Again, the Slovenian example is instructive. An initial source of concern is the continuing presence of state-controlled funds as very large shareholders in nominally privatized Slovene corporations. 92 As an owner, the state acts in much the same way as other institutional owners; i.e., it is an active participant, especially in industrial sectors having a public interest. In such firms, the state combines its function as a stockholder with its role as a regulator. This combination threatens to subordinate corporate decisions to political goals. There is great danger of political interference not only in large corporate policy, but even in day-to-day business and personnel questions. The adverse economic impact of continuing state ownership is evidenced in a recent empirical study of several Central and Eastern European nations, including Slovenia, finding that enterprises that had been fully privatized for at least four years increased their productivity three-tofive times faster than enterprises that are still state-owned. 9 3
A second (and more general) concern is that institutional investors will be tempted to use their position to self-deal, i.e., to take a non-pro rata share of the firms assets and earnings. There is substantial evidence that the risk of selfdealing by large institutional investors is a very serious one. In the United States, for example, there was considerable looting in the turn of the century insurance industry, as insurance company managers obtained low-interest loans and jobs from portfolio firms. 4 In Russia, privatization during the 1990s resulted in a "kleptocracy" of controlling investors who have engaged in rampant selfdealing. 95 In the Czech Republic, post-privatization consolidation of stock ownership likewise led to widespread looting of privatized enterprises by their controlling shareholders. 96 Let us make the heroic assumption, however, that institutional investors are entirely selfless. Institutional investor activism would still be undesirable if the separation of ownership and control mandated by U.S. law has substantial efficiency benefits. Questions of whether differing corporate law regimes confer comparative advantages on national economies are sharply debated, and the relative merits of the various national models are vigorously disputed even among those who think that corporate law matters insofar as national productivity and competitiveness are concerned. Yet, while the matter undoubtedly remains unproven, there are sound reasons to suspect that the U.S. model has significant advantages.
Berle and Means, of course, believed that the separation of ownership and control was both a departure from historical norms and a serious economic problem. 97 They likely were wrong on the former score, although that is a question beyond the scope of this essay. 98 As to the latter, the separation of ownership and control is a highly efficient solution to the decisionmaking problems faced by large corporations. This essay's normative justification of director primacy is grounded in Kenneth Arrow's work on organizational decisionmaking, which identified two basic decisionmaking mechanisms: "consensus" and "authority." ' 9 Consensus is utilized where each member of the organization has identical information and interests, which facilitates collective decisionmaking. In contrast, authority-based decisionmaking structures arise where team members have different interests and amounts of information. Because collective decisionmaking is impracticable in such settings, authority-based structures are characterized by the existence of a central agency to which all relevant information is transmitted and which is empowered to make decisions binding on the whole. "°D ecisionmaking systems in small business firms typically resemble Arrow's consensus model.'°' As firms grow in size, however, consensus-based decisionmaking systems become less practical. By the time we reach the publicly held corporation, their use becomes essentially impractical.'°2 Indeed, the modem public corporation precisely fits Arrow's model of an authority-based decisionmaking structure. Shareholders have neither the information nor the incentives necessary to make sound decisions on either operational or policy questions." Overcoming the collective action problems that prevent meaningful shareholder involvement would be difficult and costly.
'°5 Rather, shareholders will prefer to irrevocably delegate decisionmaking authority to some smaller group.'O° Separating ownership and control by vesting decisionmaking authority in a centralized entity distinct from the shareholders thus makes the large public corporation feasible. To be sure, this separation results in the agency cost problem described above. A narrow focus on agency costs, however, easily can distort one's understanding. Corporate directors operate within a pervasive web of accountability mechanisms that substitute for monitoring by residual claimants. Important constraints are provided by a variety of market forces. The capital and product markets, the internal and external employment markets, and the market for corporate control all constrain shirking by firm agents.
An even more important consideration, however, is that agency costs are the inevitable consequence of vesting discretion in someone other than the residual claimant. We could substantially reduce, if not eliminate, agency costs by eliminating discretion; that we do not do so suggests that discretion has substantial virtues. A complete theory of the firm thus requires one to balance the virtues of discretion against the need to require that discretion be used responsibly.'°7 Neither discretion nor accountability can be ignored, because both promote values essential to the survival of business organizations. Unfortunately, however, they also are antithetical-at some point, one cannot have more of one without also having less of the other. This is so because the power to hold to account is ultimately the power to decide. As Kenneth Arrow explained:
[Accountability mechanisms] must be capable of correcting errors but should not be such as to destroy the genuine values of authority. Clearly, a sufficiently strict and continuous organ of [accountability] can easily amount to a denial of authority. If every decision of A is to be reviewed by B, then all we have really is a shift in the locus of authority from A to B and hence no solution to the original problem.Iw' Hence, directors cannot be held accountable without undermining their discretionary authority. Establishing the proper mix of discretion and accountability thus emerges as the central corporate governance question.
The root economic argument against shareholder activism thus becomes apparent. Large-scale investor involvement in corporate decision making seems likely to disrupt the very mechanism that makes the public corporation practicable; namely, the centralization of essentially nonreviewable decisionmaking authority in the board of directors. The chief economic virtue of the public corporation is not
